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Abstract: In conventional Econometrics, the unit root and cointegration analysis are the only ways
to circumvent the spurious regression which may arise from missing variable (lag values) rather
than the nonstationarity process in time series data. We propose the Ghouse equation solution of
autoregressive distributed lag mechanism which does not require additional work in unit root testing
and bound testing. This advantage makes the proposed methodology more efficient compared to the
existing cointegration procedures. The earlier tests weaken their position in comparison to it, as they
had numerous linked testing procedures which further increase the size of the test and/or reduce the
test power. The simplification of the Ghouse equation does not attain any such type of error, which
makes it a more powerful test as compared to widely cited exiting testing methods in econometrics
and statistics literature.
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1. Introduction

The most important feature that led to development of new time series econometrics
was spurious regression. Spurious regression is a phenomenon known to econometricians
since the times of [1]. This problem was attributed to missing variables until [2] showed
that it can also be found in nonstationary time series even with no missing variable. Most
of the time series are better characterized as nonstationary [3]. Spurious regression has per-
formed a vital role in the construction of contemporary time series econometrics and have
developed many tools employed in applied macroeconomics. However, the widespread
literature considers the nonstationarity as the only reason for spurious regression. To evade
the problem of spurious regression caused by the nonstationarity, researchers frequently
employed unit root and cointegration procedures.

Supposing that the spurious regression occurs due to nonstationarity and unit root
and cointegration testing are used as the remedy, even then it is very hard to find reliable
inferences. There is no test of unit root with good size and power in small sample size [4].
The unit root and cointegration procedures involve many prior specification decisions such
as lag length, trend, and structural stability. If we do data-based decision making, it will
involve a large battery of tests. Each test is having a specific statistical error (type I, II
error). The cumulative probability of error in all tests leave the results of the unit root test
unreliable. Because of these reasons, the literature is still underdeveloped and inconclusive
after four decades.

Itis a common misunderstanding that unit root is the only cause of spurious regression;
however, this paper argues that missing relevant variable is a larger issue than unit root,
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causing spurious regression. It can be shown from the ref. [2] experiment that spurious
regression arises due to missing variable (lag values). In this paper, we propose Ghouse
equation (looks like ARDL equation) as an alternative possible solution to the spurious
regression mainly from the perspective of missing variables (lag values).

In this paper, we make two arguments with this setup: one, it significantly reduces
the probability of spurious regression in the case of nonstationary (Section 4); and two,
that spurious regression occurs due to missing variable and can be avoided by including
missing lags (Section 4). The objective of this study is to explore an alternative solution
that is expected to perform for nonstationary series. This study investigates whether it is
possible to use Ghouse equation to evade the spurious regression bypassing the simple
ordinary least square (OLS) method and complicated unit root testing. We generate the
autoregressive (nonstationary) series and investigate how the probability of spurious
regression increases dramatically in nonstationary case by ignoring the lag dynamics
through Monte Carlo simulations.

There is a considerable amount of literature available on spurious regression. In this
section, we briefly discuss the proposed theoretical and empirical methods for the treatment
of this problem. The history of debate on spurious regression can be traced back to [1]
study of relationship between mortality rate and proportion of marriages of the Church of
England to all marriages during 1866 and 1911. The results presented evidence of strong
correlation of 0.9512 between variables that were not directly related to each other, and the
presence of spurious regression is due to some missing relevant variable. The argument in
favor of spurious correlation due to missing variable is also supported by literature and its
remedy towards inclusion of additional variables as a genuine solution [5].

As mentioned earlier, ref. [2] study shows significant dependence between the vari-
ables that are nonstationary and independent. To showcase this phenomenon, they generate
two x¢ and y;, both of which are functions only of their own lags, and no other variable is
involved in the construction of both variables.

Ye=Yi-1+ ey 1)

Xt = X1+ Ext ()

They ran the following regressions:
Y = a0+ Br1Xe + eyt 3)

Xt = a0 + Por Y + ext 4)

Much to their surprise, a very strong correlation existed between the variables even
though both variables were unrelated. Hence, the results were spurious but the underlying
reason was not explored thoroughly. Nonstationarity of the series as a cause of this problem
attracted the sole focus in literature while the issue of missing variable (lags) completely
faded away.

The alternative explanation of spurious regression proposed by [2] is now more popu-
lar in literature, while other explanations were not explored. As a result, in conventional
econometrics, the unit root and cointegration analysis have become the only ways to
circumvent the spurious regression in case of nonstationary time series.

Post Granger Newbold's revelation of an existence of spurious regression in nonsta-
tionary series opened up a much larger debate on deceptive statistical evidence with an
exclusive focus on stationarity. It was found that, with differencing, stationarity could be
achieved in most of the series [6], whilst if regression was carried out without first achieving
stationarity, the regression will provide misleading results with unreliable distribution of
test statistics and estimator properties [7]. Analysis of the asymptotic properties of spurious
least square regression also endorsed Granger and Newbold’s position on this issue [8].

Mostly, the nominal economic variables are correlated, even there is no relationship
between them, and the mutual presence of price level in data series develops correlation
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between them. It is also shown that many time series are nonstationary, which is why the
probability of spurious regression is very high. There is a considerable number of studies
that exhibit a weak understanding of the concept of spurious regression due to missing
and dispelled variables. A study conducted in Indian Kashmir shows that a significant
positive correlation between Nass chewing, hookah smoking, and many other habits with
esophageal squamous cell carcinoma (ESCC) risk [9] does not necessarily mean that such
a relationship truly exists between them [10]. This is because the original study failed to
control for the ‘water filtering factor’ that was critical to the whole process.

Moreover, it is intuitive that a human’s baby birth and stork nesting are not dependent
upon each other. However, the statistics would show a strong positive correlation between
the two [11] if there is a failure to identify the variable that is causing the association, i.e.,
the state of weather. This gives us a clear indication that human’s baby birth and stork
nesting are spuriously correlated, due to a lack of statistical information on associating
variables [12].

Ref. [3] study holds huge historical significance in its role in shaping the debate on
spurious regression for decades to come. Their demonstration shows twelve out of fourteen
economic series of U.S.A. under consideration to be unit root, with a simple Dickey Fuller
test, which has shaped the interest of researchers for further exploration.

Building on the momentum set by Nelson and Plosser, cointegration surfaced as a viable
solution to spurious regression due to nonstationarity in time series [13]. The premise of this
error correction-based solution was simple; if there is error correction among two variables,
they are cointegrated and conversely if two variables are cointegrated then error correction
must exist between the two. In any case, an affirmative would indicate towards a long-run
relationship. The solution, however, is not without its own limitations: one, EG cointegration
tests deals with only one cointegrated vector; second, it depends upon two step estimation
process; and, finally, the estimators have non-standard distributions.

To overcome the issue of estimators having non-standard distributions, a three-step
procedure was proposed [14] that ensured the estimator followed a normal distribution.
However, this was still limited to one cointegrated vector problem. This limitation led to
the development of multivariate cointegration test [15]. The JJ test became more popular
than the EG test for two reasons: one, it was no longer limited to one cointegrating vector;
and two, it considered the short-run dynamics that were overlooked in the EG test.

Ref. [16] proposed residual-based tests under the null hypothesis of no cointegration
in time series in which the asymptotic distributions of residual-based tests depend upon
number of variables and deterministic trend terms. Refs. [17,18] proposed a single-equation
autoregressive distributed lag (ARDL) approach for cointegration as an alternative of EG
and EY. The first advantage of the ARDL cointegration approach is that it provides explicit
tests for the presence of a single cointegrating vector, instead of assuming uniqueness.
Ref. [18] revealed that asymptotically valid inference on short-run and long-run parameters
could be made by employing ordinary least square estimations of ARDL model. So, the
ARDL model order is properly augmented to grant for contemporary correlation among
the stochastic elements of the data-generating processes involved in estimation.

The cointegration testing involves several specification decisions which undermine
the reliability of results. The existing cointegration testing procedures do not provide any
reasonable criteria regarding these specification decisions, i.e., the choice of the determin-
istic part, structural breaks, the choice of lags, and the innovation process of distribution.
For example, lag length specification is a significant practical question relating to the appli-
cation of any econometric analysis. Likewise, in case of a unit root test, if the lag length
is too short then the serial correlation remains in errors and the results will be biased. If
the lag length is too large, this will reduce the power of the test. In the same way, the
cointegration tests are also very sensitive to lag length selection. Ref. [19] explored that
the Engle Granger (EG) cointegration test is extremely sensitive to lag length. Ref. [20]
examined that the lag length misspecification may significantly affect the cointegration
results. In case of the under specification, it could undermine the cointegration results, and,
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in over specification, it may diminish the power of test. Similarly, trend specification is also
a very significant issue in econometric literature.

Ref. [21] explored that when the deterministic linear time trend is included in Jo-
hansen’s cointegration test, it provides disproving results. Whereas, after it is excluded,
it got robust results. He also suggested that great attention must be taken in trend speci-
fication in cointegration analysis. There are several studies available in literature on this
issue but most of them produce different results. Ref. [22] used three cointegration test for
independent integrated series and each series has a structural break. They found cointe-
gration among them until structural break are not properly treated. Ref. [23] examined
that the economic models for cointegration are often provided erroneous results. The main
reason is the errors are unit root non-stationary, owing to the fact that one of the variables
has non-stationary measurement error. They stated that “If the money demand function is
stable in the long run, we have a cointegrating regression when money is measured with a
stationary measurement error but have a spurious regression when money is measured
with a nonstationary measurement error”.

Most of the financial and economic time series exhibit nonstationary or trending
behavior. It is very unlikely to obtain reliable results from these kinds of series due to
specification decisions involved in testing for unit root and cointegration. A battery of
studies on the topic of unit root uses the US GNP series as a guinea pig for their analysis;
however, nothing reasonable could be said in terms of a collective opinion. Summary
findings tell us that refs. [24-27] classify it as trend stationary while [3,28,29] classify it as
difference stationary, whereas [30] has inconclusive results in this matter [4].

2. Materials and Methods

This study mainly focuses on Monte Carlo simulations. The methodology is based on
two components: one, data-generating process; and, two, testing and simulations. The data
are generated with pre-decided specifications, and the probability of spurious regression is
tested with OLS cointegration methods and the Ghouse equation.

2.1. Data-Generating Process (DGP)
Here, we have a data-generating process:

(ol R 4 | A ot B P e R

We can rewrite it as for simplification of notation:

)

)

X = AXt_1 + Bd + Et & ~ N(O,Z) (6)

The data-generating process Equation (6) can generate data in quite large types of
scenarios. Suppose 612 = 01 = 0 and p = 0, the data-generating process will generate
two independent series and would be indication of spurious regression if the regression of
x¢ on y; turns out to be significant. If A =0, it indicates that there is no autocorrelation and
cross autocorrelation in the series. If A is zero, it means that the series would be identically
independently distributed (IID). The value of degree of association depends upon only ).

2.2. The Testing and Simulations

The probability of spurious regression of Ghouse equation and conventional econo-
metrics tools is estimated through Monte Carlo simulations.

2.2.1. The ARDL Model (Ghouse Equation)

The Ghouse equation is carefully developed on the footings of autoregressive dis-
tributed lag mechanism. This study in hand brings a break through intervention in the
existing [24] proposed ARDL methodology (DHSY, hereafter) by employing a remedial
measure for spurious regression, which has not been explored before. That is why, for the
sake of understanding, we refer to it as the Ghouse equation instead of the ARDL model.
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The ref. [18] bound testing procedure is also based on autoregressive distributed lag
mechanism; however, as an extension to it, it employs bound testing and unit root testing
to some extent. One of the important findings of this study is that the Ghouse equation
does not require any extension, like bound testing and unit root procedure. This relaxation
makes it indeed improved version as compared to existing cointegration procedures.

The earlier models weaken their position in comparison to the Ghouse equation, as
they had numerous linked testing procedures which further increase the size of test or
reduce the power of the test. The simplification of the Ghouse equation does not attain any
such type of error, which makes it a more powerful test compared to widely cited exiting
procedures (for details, see Section 4).

Ref. [7] proposed ARDL methodology (DHSY, hereafter) to model the UK consumption
function. However, their study has also overlooked this aspect. The present study is
simplified by [18] which is widely cited in the literature and provides a very limited
knowledge of unit root testing. On the other hand, the ARDL model as a dependent
variable is expressed by the lag and current values of independent variable and its own
lag value. The ARDL model normally starts from a reasonably general and large dynamic
model, and progressively reducing its mass and altering variable can be achieved by
imposing linear and non-linear restrictions [31]. The autoregressive distributed lag (ARDL)
model is one of the most general dynamic unrestricted models in econometric literature.
As the ARDL methodology follows a general to specific approach, it could be possible to
tackle many econometric problems, such as misspecification and autocorrelation, and come
up with a most appropriate interpretable model. The ARDL (1, 1) is the simplest form of
ARDL model. Consider an ARDL (1, 1) model:

Y =a+ P1xe + Poxe—1 + P3yi—1 + €yt @

Refs. [31-33] argued that, by imposing restrictions, we can find out at least ten most
appropriate economically interpretable models from ARDL (1, 1) model. We are giving
here some important cases of restrictions: f, = B3 = 0 for static regression; f1 = 2 =0
for the first-order autoregressive process; B3 = 1,31 = —p» for the equation in the first
difference; and B, = 0 for partial adjustment equation etc. As discussed, the spurious
regression may be a consequence of missing variable. ARDL is a general specification
taking into account the lag structure. Therefore, it could give better results.

2.2.2. The Engle and Granger Cointegration Explanation

According to ref. [34] the mechanism of cointegration is as follows. Suppose we have
the equation:
D(B)y: = mx; + nz;y + h(B)g; (8)

For convenience, initially we assume no lag case:
m(M) =mand n(B) =n )

where B is a backward lag operator y;, x; and z; ~ 1(d).dy > 0, h(B)e; is I (d) and
Var(e¢) = 1. The right-hand side spectrum will be:

{m? fy(w) +n2fo(w)} 4+ mn[mr(w) +ma(w)] } + |h(z)|2'

o (10)

mr(w) is cross spectrum between variables y; and x; The special conditions are following:

(i) fr(w) = a*f:(w), when (w) is small, and so, dx = d,.

(i) mn(w) = af;(w), when (w) is small, and so the coherence C(w) = 1. The phase
@(w) = 0 when (w) is small. Ref. [10] adopted the definition of cointegration
form [12] which is given as follows:
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“The components of vector x; are said to be cointegrated of order (d, b), if (i) all compo-
nents of x; are I (d); (ii) there exists a vector a (# 0) zy = a’x; ~ I(d, b), b > 0. The
vector a is called the cointegrated vector.”

In other words, the two-unit root series, i.e., X; and Y}, are cointegrated if their linear
combination Z; is stationary.

2.2.3. Johansen and Juselius Cointegration Test

When we have more than two variables, there is the possibility of more than one
cointegrated vector. In this case, these cointegration procedures do not provide any
solution. So, to overcome this problem, [15] introduced the multivariate cointegration
test. Johansen and Juselius (J]) used two test statistics for the detection of cointegration.
First, one is a trace test with the null hypothesis, suggesting that there are no more than
“r” cointegrating vectors. The second is maximum eigen value test with the null hypothesis,
suggesting that there are no more than “r + 1” cointegrating vectors against the alternative
“r” cointegrating vectors.

Suppose we have vector of variables with each element have same order of integration:
X¢ ~ I(1) here X; denotes n x 1 vector of regressors. The JJ cointegration testing procedure

starts from vector autoregressive (VAR) model and we have a VAR model of order p:
Xe=v+ A1 Xp 1+ ApXp 2+ AsXe a3+ -+ ApXe—p + it (11)
It can be written as:
AXp =+ ¥ X+ I RAX i+ (12)

where ¥ = Zle A;—1 and &; = — Z]F:i 1 4. 1fY, the coefficient matrix, reduces
its rank r < n, then there are n x r matrices of a and j, and each of them has ‘7" rank
such that ¥ = ap’, while p'X; is stationary. In the error correction model, a represents
the adjustment parameter and every column of the B shows the cointegrating vector.
The r represents the cointegration relationships. They used two likelihood ratio test
statistics for cointegration. The trace test equation is Trace = —TY', | In (1 — )A\i) and
ME = —TIn (1 - 7A\r+1) is for the maximum eigenvalue test. The A; shows the ith high
canonical correlation and T represents the number of observations. The JJ test helps to find
out more than one cointegrated vectors, such that it is generally more applicable than EG
and EY cointegration tests. We know that EG and EY single-equation procedures ignore
short-run dynamics, when the relationships are estimated. However, the JJ procedure also
considers the short-run dynamics. Ref. [35] proposed an extensive form of the JJ test which
includes the trends for the treatment of stochastic cointegration in data series. Ref. [36]
explored how the asymptotic critical values are not applicable when the sample size is 100
or less than 100. The JJ test suffers in size and power problem when the sample size is
small. Refs. [16,37,38] estimated cointegration by employing principal component analysis.

2.2.4. The ARDL Bound Testing

Refs. [17,18] proposed a single-equation autoregressive distributed lag (ARDL) ap-
proach for cointegration as an alternative of EG and EY. The first advantage is the ARDL
cointegration approach which provides explicit tests for the presence of a single cointegrat-
ing vector, instead of assuming uniqueness. Suppose we have two variables, x;; and Xy ,
and both are first difference stationary, then the cointegration regression equation of ARDL
is the following:

-1 -1
Axqp = 010+ 01xae 1 + O 1+ ) o) Brubxae i+ Y oo Suibxg i +ere  (13)

-1 -1
Axar = a0+ Op1xae1 + Ooxae 1+ 1) Bailxa i+ Y oo by +ex (14)
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The F test is employed to find out the joint significance for short-run and long-
run relationships. The hypotheses for long-run relationship are Hy: 611 = 61> = 0 and
Hy: 031 = 622 = 0 (which means that there is no long-run relationship), and H;: At least
one of them is nonzero (which means that there is a long-run relationship). While, the
hypotheses for the short-run relationship are Hy: B1; = d1; = 0 and Hy: Bo;j = dp; = 0 (which
means that there is no short-run relationship) and Hj: At least one of them is nonzero
(which means that there is a short-run relationship). The F statistic (Wald test) for these
hypotheses tested in each of the models can be denoted as Fyq (X1t [X5, ) and Fyo (X2t [X1¢ ) -

The distribution of Wald test is non-standard asymptotically under the null of no
cointegration. Ref. [18] revealed that asymptotically valid inference on short-run and
long-run parameters could be made by employing ordinary least square estimations of
ARDL model. So, the ARDL model order is properly augmented to grant for contemporary
correlation among the stochastic elements of the data-generating processes involved in
estimation. Ref. [17] provided critical values of two bounds, i.e., upper and lower, which
are used for cointegration. The lower bound considers variables which are stationary
and which have no long-run relationship. The upper bound considers variables which
are different stationary and which have long-run relationships. When the F-stat values
line in the upper-bound critical region, then it rejects Hy. This means that variables
are cointegrated.

3. Results

Suppose we have a set of independent time series with no mutual relationship, and
we test the relationship using Ghouse equation, it should be able to find that there is no
relationship. More technically, suppose that x; and y; are independent by construction and
we estimate:

Xt = &1X¢—1 + Poyt + P1yi—1 + € (15)

We test the hypotheses Hy(1): Bo =0, Ho(2): B1 = 0 and Hy(3): (Bo, B1) = 0. Since all
three hypotheses are, in fact, true, the possibility of rejection of the three hypotheses should
not exceed the nominal size. If the probability is higher, then this size distortion can be
regarded as spurious regression.

It is well known that OLS produces a high probability of spurious regression which
increases with the increase in sample size [2]. On the other hand, since the Ghouse equation
contains all the true determinants of regressand, we hope that ARDL performs better. The
size analysis is performed to quantify the distortion in probability of type I error. It can be
expressed in following way: Size = Prob (reject Hy| when Hj is true).

In this study, size analysis is used to estimate the probability of spurious regression
after employing conventional methods and the Ghouse equation with different specification.
For this analysis, the independent autoregressive stationary and nonstationary time series
are being generated with different specification, without drift and trend, without drift,
with drift and with drift and trend. Suppose two independent autoregressive series
x and y are being generated, after that regress y on x, if the results are significant, it
indicates that regression produces spurious results. All the results in Tables 1-3 came
after 100,000 simulations. The two independent autoregressive nonstationary series are
generated using the above data-generating process in Equation (6). We estimate the
following regression:

Ye=a+ Pixe. + eyt (16)

The probability of getting significant f; would be the actual size, which is different
from nominal size. It would be considered as the probability of spurious regression. Below
is the summary of actual empirical size and the probability of spurious regression given
in Tables 1-3.
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Table 1. Probability of spurious regression with OLS and Ghouse equation.

OLS GE@,1 G.E(2,2)
Xt Xt Xt_q Vi1 F-stat Xi Xt_q Xt_o Yt 1 Yi_o F-stat

N ag=b;=0= ay=Dby=0

50 66.6 6.6 6.6 100.0 6.4 7.3 6.2 7.0 100.0 7.0 6.7
100 78.2 6.1 6.5 99.7 6.5 7.2 6.1 7.0 100.0 7.3 6.7
200 86.3 6.0 6.6 95.8 6.5 7.3 6.1 6.9 100.0 6.9 6.8
N a; = b1 =0

50 100.0 94.9 81.8 100.0 80.4 75.4 7.8 36.2 100.0 56.0 55.3
100 100.0 93.0 80.0 100.0 81.5 75.2 8.1 35.1 100.0 58.3 56.6
200 100.0 93.1 81.1 100.0 81.0 76.8 7.9 35.6 100.0 60.2 56.4
N ap=by=0

50 100.0 6.1 8.0 100.0 7.0 8.3 6.3 8.2 100.0 6.4 7.5
100 100.0 6.1 6.4 100.0 6.2 7.5 6.5 8.6 100.0 6.6 74
200 100.0 6.3 7.2 100.0 6.4 7.6 6.6 8.4 100.0 6.5 6.6
N aj=by=ay=Dby #0

50 100.0 95.9 83.1 100.0 81.7 76.8 7.6 36.7 100.0 55.9 56.6
100 100.0 93.5 83.4 100.0 80.9 76.3 74 33.2 100.0 56.1 56.3
200 100.0 94.1 83.5 100.0 82.3 77.1 8.3 35.8 100.0 55.6 57.2

Table 2. Specific Cases of Data Generating Process and Test Equation.

Specification Cases

Data-Generating Process

Drift Drift and Trend
Drift Exactly Specified Under Specified

Test Equation
Drift and Trend Over Specified Exactly Specified

Table 3. Probability of spurious regression with Engle and Granger, Johansen and Juselius cointegra-

tion tests, and the Ghouse equation.

Engle Granger (EG) Cointegration Test

Data Generating Process

Drift Drift and Trend
. Drift 21.3 25.8
Test Equation Drift and Trend 15.7 20.1
Johansen and Juselius (JJ) Cointegration Test
Data Generating Process
Drift Drift and Trend
. Drift 17 20
Test Equation Drift and Trend 8 19.5
ARDL Model
Data Generating Process
Drift Drift and Trend
. Drift 6.1 87.7
Test Equation Drift and Trend 7 8.4

Size Analysis with Nonstationary Series

These data are generated with pre-decided specifications, and the probability of spuri-
ous regression is being tested using classical methods and with the Ghouse equation. The
two independent autoregressive non-stationary series are generated using Equation (10).
Figure 1 given below is based on the results of Table 1. In this study, four different spec-
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ification cases are used: series without drift and trend, without drift, with drift, and
with drift and trend. For these cases, we impose the following logical restrictions on the
data-generating process given in Equation (6):

Scenario 1: Generate two independent nonstationary series without drift and trend by
imposing restrictionona; =a; =b; = by =0,601p =0y =0and p = 0.
Xt o 91 0 X1 0 0 1 Ext Ext 0 1 0
AR et A kY| e O e e (R e A
Scenario 2: Generate two independent nonstationary series without drift and trend by
imposing restrictionona; = b; =0,61p =601 =0and p = 0.
A e R A R P R ET TR
_ + + ~ N , 18
[ Yt :| |: 0 6, Yi—1 0 b t Eyt Eyt 0 01 (18)
Scenario 3: Generate two independent nonstationary series without drift and trend by
imposing restriction onay; = by = 0,61 =601 =0and p = 0.
A el R ] B A b R P R ET A )
|: Yt :| |: 0 6, Yi—1 by 0 t Eyt Eyt 0 01 (19)
Scenario 4: Generate two independent nonstationary series without drift and trend by
imposing restriction on 61 = 61 = 0and p = 0.
o e e S e b B AR (R R R
|: Yt :| |: 0 0 Yi—1 by by t Eyt Eyt 0 01 (20)

Figure 1 given below shows the probability of spurious regression on the basis of
F-statistics for the coefficients of independent variable of the ordinary least square (OLS)
and the autoregressive distributed lag model. The F-stats are used for joint significance of
current and lag values of independent variable for the Ghouse equation. When autoregres-
sive parameters 0, = 8, are equal to 1, the series are nonstationary. This comparison is made
on the different sample sizes. The panel (a) of Figure 1 is an independent nonstationary
series without having drift and trend. After ruing regression with OLS, we obtained a
66.6% probability of spurious regression when the sample size is 50, and 78.2% and 86.3%
when the sample size is 100 and 200, respectively. It supported the argument of ref. [2] that,
as the sample size increased the independent nonstationary series, the probability of spuri-
ous regression also increased. While, at the sample size of 50, the Ghouse equation (1, 1)
reduced this probability from 66.2% to just 6.2% and 78.2% to 6.5% for 100 and 86.3 to 6.5%
for 200 sample sizes, respectively. This has very interesting implications in that the OLS
increased in probability of spurious regression as the sample size increased, but the Ghouse
equation retains its size in both small and large samples. The Ghouse equation (2, 2) repre-
sents the case of over specification. We intend to check its impact on the size of the test.
The Ghouse equation (2, 2) also reduced this probability from 66%, 78.2%, and 86% to just
around 6.7% for all sample sizes. This means over specification in the Ghouse equation
model does not affect the size of the model.

Panel (b) is the case of independent nonstationary series having trend. The OLS
regression generates 100% spurious regression for all sample sizes. While, the Ghouse
equation (1, 1) significantly reduces this probability of spurious regression from 100% to
around 80%, and ARDL (2, 2) gives more reduction which is around 55%. This means that
the Ghouse equation with different specification significantly reduces the size distortion in
the case of trend misspecification.
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Figure 1. Probability of spurious regression with OLS and Ghouse equation. (a) an independent nonstationary series without

Probability of Spurious
Regression

having drift and trend; (b) the case of independent nonstationary series having trend; (c) the independent nonstationary
series without trend; (d) the case of independent nonstationary series with drift and trend.

Panel (c) indicates the independent nonstationary series without trend. The OLS re-
gression provides 100% probability of spurious regression on 50, 100, and 200 sample sizes.
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However, the Ghouse equation (1, 1) significantly reduces the probability of spurious re-
gression from 100% to just 7%, 6.2%, and 6.4% for 50, 100, and 200 sample sizes, respectively.
The Ghouse equation (2, 2) also reduced this probability of 100% to 7.5%, 7.4%, and 6.6%
for 50, 100, and 200 sample sizes, respectively. The (d) panel of Figure 1 shows the case of
independent nonstationary series with drift and trend. The Ghouse equation (1, 1) signif-
icantly reduces this probability of spurious regression from 100% to around 80%, while
Ghouse equation (2, 2) reduces it even more (around 55%). This means that the Ghouse
equation with different specification significantly reduces the size distortion in case of
trend misspecification. The individual significance of the variables can be seen in Table 1
given below.

These results indicate that the Ghouse equation with specifications significantly re-
duces the size distortions. While, in the case of trend misspecification, the Ghouse equation
drastically increases the probability of spurious regression but significantly reduces the
sizes, as compared to OLS regression which can be seen in panel (b) and (d) in Table 1 and
Figure 1. If this trend includes a test equation, it might be possible for it to reduce the size
distortions efficiently.

Figure 2, based on the results of Table 3 given below, evaluates the robustness size
misspecification of conventional cointegration procedures, i.e., Engle Granger, Johansen
Juselius, and Ghouse equation, with different specifications. This figure shows four cases:
two cases of correct specifications and two cases of incorrect specifications (over specifi-
cation and under specification). The series y; and x; are of integrated order one: y; ~ d (1)
and x; ~ d (1). The Monte Carlo simulations are used in this analysis. The results in
Table 2 are summarized after 100,000-time simulations. The series are generated with a
data-generating process in Equation (9). In this analysis, only independent nonstationary
series are used with autoregressive parameter specification ¢; =1 and 6; = 1.

87.7
Mizzpecification Cazes

E=

E=}

Process has Drift
and Trend

Data generatmg
d Trend
ra Data generating

Aty
Data generatng
Process has Drrft
) :
= Process has Droft

[
=
[
[
=
-
th
=1

8.4 8 7
= —

Drift and Trend Drift and Trend Dirift
Test Equation Specifications

B

Figure 2. The size comparison among Ghouse equation, Engle Granger, and Johansen Juselius procedures. (a) both test
equation and data-generating process take the drift term; (b) the test equation takes drift and trend, the data generation

process takes drift.

In our analysis, two cases of exact specification are considered: first, when the data-
generating process and test equation both contain the drift term; and, second, when the
data-generating process and test equation both contain the drift and trend term. The
under specification is used when the data-generating process contains drift and trend,
and when the test equation takes only drift terms. The over specification is used when
the data-generating process contains drift, and when the test equation takes drift and
trend terms.
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The first case of the panel shows the correct specification case when both test equation
and data-generating process take the drift term. The results indicate that the size of Engle
Granger cointegration test is 21.3% which shows 16.3% size on the basis of a 5% nominal
level of significance. The size of the Johansen Juselius test is 17% with 12% size distortion
but the Ghouse Equation size is only 6.1%, which is within the limit of 1% to 10% level of
the nominal level of significance. The second case of correct specification in panel (a) of
Figure 2 concerns when the test equation and data generation process both have drift and
trend term. The Engle Granger cointegration size is 20.1% which corresponds to a 15.1%
size distortion, while the Johansen Juselius cointegration size is 19.5% with a 14.5% level of
significance. The Ghouse equation size is only 8.4% with a 3.4% size distortion.

In both case of correct specification, the Engle Granger and Johansen Juselius show a
huge size distortion while the Ghouse equation has very minor size distortion within the
limit of a 1% to 10% level of significance, meaning it is negligible for size distortion.

The (b) panel of Figure 2 shows the results of misspecification. The first case corre-
sponds to over specification (over specified). In this case, the test equation takes drift and
trend, while the data generation process only takes drift. So, the model is over-specified. In
this case, the size of Engle Granger is 15.7% with a 10.7% size distortion and the Johansen
Juselius size is 8% with just a 3% size distortion. However, the Ghouse equation size is
7% with 2% negligible size distortion. The second case of panel (b) of Figure 2 displays
the results of under specification, in which the test equation contains only drift but the
data-generating process has drift and trend. This means that the test equation suffers in
trend misspecification. The Engle Granger and Johansen Juselius cointegration procedures
sizes are 25.8% and 20%, respectively. While, the size of the Ghouse equation increased
drastically around 87%, with an 82.7% size distortion. This means that the Ghouse equation
badly suffers in the trend misspecification case. It can be covered by including trend in a
test equation, as we can see in the second case of the panel (a) of Figure 2.

In the first three cases, the Ghouse equation efficiently reduces the size distortions and
performs better than the Engle Granger and Johansen Juselius cointegration procedures.
However, the performance of the Ghouse equation is not good when the model suffers trend
misspecification. This is because of the following specification reasons: the Engle Granger
model based on ordinary least square regression only considers the contemporaneous
effects, while the Johansen Juselius based on a vector autoregressive model only considers
the lag value. However, the Ghouse equation is the most general model; it contains both
current and lag values. That is why its performance is better than the other ones. For more
results, the table is given below:

After comparison of the Ghouse equation with conventional cointegration procedures,
we compare the sizes of the Ghouse equation and ARDL bound testing. For convenience,
both procedures are written with the name of their producers. The detailed results of this
comparison are given in Table 4, after 100,000 simulations, and Figure 3. As mentioned
earlier, to check the robustness of size misspecification, we consider four cases.

Table 4. Probability of spurious regression with Pesaran ARDL bound testing and the Ghouse equation.

Pesaran ARDL Model Test
Data-Generating Process
Drift Drift and Trend
. Drift 10.24 25.06
Test Equation Drift and Trend 8.37 4.42
Ghouse Equation
Data-Generating Process
Drift Drift and Trend
Test Equation Drift 61 87.7

Drift and Trend 7 8.4
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Figure 3. The size comparison between Pesaran ARDL and the Ghouse equation. (a) the results of correct specification

cases; (b) the results of misspecification.

The panel (a) of Figure 3 shows the results of correct specification cases while panel (b)
displays the results of misspecification. The first case of panel (a) of Figure 3 shows the
case of correct specification when both the test equation and data generation process have
a drift term.

In this case, the size of Pesaran ARDL is 10.4% with a 5.4% size distortion at a
5% nominal level significance, while the Ghouse equation size is 6.1% with a 1.1% size
distortion. This means that the actual level of significance of Pesaran ARDL is higher than
the Ghouse equation. The size of the Ghouse equation is within the limit of 1% to 10% level
of significance, but the Pesaran ARDL actual level of significance is beyond higher level of
this limit. The second case of panel (a) is also of correct specification when the test equation
and data-generating process both have a drift and trend term. In this case, the Pesaran
ARDL obtains no size distortion, but the Ghouse Equation has 3.4% of size distortion which
is very minor and within the limit, meaning it is negligible.

The panel (b) of Figure 3 shows the results of misspecification. The first case of
panel (b) is about over specification where the test equation has drift and trend, while the
data-generating process only has drift term. In this case, the size of Pesaran ARDL is 8.37%
with a 3.37% level of significance. Whereas, the Ghouse equation size is 7% with just a 2%
size distortion. The second case of panel (b) of Figure 3 is the case of under specification
in which the test equation has drift, while the data-generating process has drift and trend.
There is trend misspecification in the models. The size of Pesaran ARDL is around 25%
with a 20.06% size distortion. On the other hand, the Ghouse equation does not perform in
a better way, as we have seen in all previous cases of trend misspecification. The size of the
Ghouse equation is around 87% with an 82% size distortion.

The results of the Ghouse equation performs well in three cases, but not in the fourth
case because it badly suffers in trend misspecification. The detailed results are given in
Table 3 below.

The results indicate that the Ghouse equation model performs better than Pesaran
ARDL in terms of correct specification and over specification; however, in the case of under
specification, the Ghouse equation failed to perform due to trend misspecification.

4. Concluding Remarks

The conventional econometrics literature considers nonstationarity as the only reason
for spurious regression and propose unit root and cointegration procedures to handle this
problem. These procedures are unable to tackle the problem of spurious regression in
a nonstationary time series. We offer an alternative procedure for the treatment of this
problem in a nonstationary time series.
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The results concluded that the unit root and commonly used cointegration procedures
ordinarily provide misleading results, as we have seen in size analysis. These procedures
provide unreliable results due to some specification decisions. The specification decisions
made, based on classical model selection techniques, often provide spurious results in time
series data.

The underlying reason may be that, in the case of nonstationarity, these model specifi-
cation techniques become worthless. The conventional econometric method OLS suffers a
considerable size distortion problem when the series has a unit root. On the other hand, the
Ghouse equation has no size distortion problem. It should be noted, however, that under
specification—when the data-generating process contains a linear trend, but the trend is
not included in the regression model—then both the OLS and the Ghouse equation suffer
in size distortion. Regardless, even under the case of specification, the Ghouse equation
significantly reduces the probability of spurious regression, as compared to OLS.

The commonly used conventional cointegration procedures, i.e., Engle Granger, Jo-
hansen Juselius, and Pesaran ARDL, all have size distortion problems, even in the case of
correct specifications. The Ghouse equation does not show a size problem in the case of cor-
rect specification. In the case of over specification, conventional cointegration procedures
show a size problem, whereas the Ghouse equation has no size problem. Nonetheless,
under specification, the Ghouse equation suffers in severe size distortion problem as com-
pared to the conventional cointegration test. This clarifies that the Ghouse equation is the
most robust model in terms of correct and over specification, but not in under specification.
There are some limitations to this study. First, the data-generating process used in this
study is only based on two variables, meaning that all the experiments are carried out on
bivariate regression, however, in the case of multivariate analysis, the results might be
varied to some extent. Second, this study only deals with autoregressive process, but this
study should be analyzed with autoregressive moving as the average method.
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